2.0 CONSUMPTI ON_AND SAVI NG 3
o~

This chapter presents the incone concepts used in the analysis of consunption
and saving behavior, It begins with the early concept of current disposable
income used in studies of consunption and traces the evolution of nore com

plex theories of consumer behavior, and the broadening of the income concept
which is required to inplement andtest these theories enpirically. This

broadeni ng has two dinensions: increasing the transactions included in the
i ncome measures, and |engthening the accounting period.

2.1 The Concept of Incone in the Consunption Function

Serious exam nation of the nature of the decision to allocate incone anong
consunption and saving was stinulated by the publication of John Mynard

Keynes' Ceneral Theory (1936/1965).l Al t hough Keynes' theory dealt with the
determnation of aggregate effective demand and national incone, his charac-

terization of the properties of the consunption function:

men are disposed, as a rule and on the average, to increase

their consunption as their income increases, but not by as

much as their incone increases (Keynes, 1936, p. 96)
found use in enpirical studies both of aggregate and individual consunption
behavi or.

The appropriate income variable has come to be accepted as identifiable with
di sposabl e personal incone.. This may be defined as the val ue of resources
realized by the decision unit, which are freely disposable, during a defi-
nite period of tine. Several points need clarification in this definition.’
First, "value of resources" inplies that a nmobney equival ent can be estab-
l'ished for income provided in sone other fashion. "Realized" inplies that
timng of receipts is inportant. The decision unit remains to be specified.
"Di sposabl e" has been interpreted to nean that the decision unit is capable
of exercising control overits allocation. Thus, illiquid gifts and trans-
fers, as well as taxes, would normally be excluded. Finally, it remins to
specify the "definite period of time."

“This chapter draws heavily on two excellent review articles. Robert Ferber
(1973) not only reviews the theory of consumer behavior, but also touches
on its extensions into other anal ytic areas, such as |abor analysis, hone
production, fertility and human capital. An earlier article by Daniel Suits
(1964) provides a nore extended discussion of developnent in the 1940s and
1950s.
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The Decision Unit
-

The decision unit, for purposes of consunption analysis, is that group of
i ndividual's, who either collectively or by delegation of responsibility to
one ornore nembers, jointly determne the allocation of incone between
consunption and saving. Cbviously, the concept ofafixed unit cannot be
def ended against penetrating criticism As Kolm remarks,’

Every biological individual is the center of concentric circles

of otherindividuals who are nore orless directly concerned by,

and participating in, ‘'his' choices. (kolm, 1976, p. 383)
This idea of a continuum of responsible individuals, in which consunption
decisions are nmade sometines individually, sonetimes by the adult members of,
a nuclear famly, sonetimes by all famly nenbers, and sonetimes by society
at large through the political process, represents reality. However, it is
not difficult to propose certain sinple tests to provide an approximte
definition of the "consuming unit." Central to these tests is the isolation
of those individuals for whom expenditure on food and shelter is jointly
determined and Who | ack independent means to purchase separately these and
other major consunption items. asan exanple of this, the Consuner Expendi -
ture Survey defined the consmmer unit in the follow ng manner. First, the
head of the household, his spouse (if any), and all never married children
of the head living within the household are classified as belonging to the
primary consuming unit. For all other individuals in the household, ques-
tions are asked to determ ne whether they pay privately for (1) food, (2)
shelter, and (3) clothing. [If the answeris yes for two of the above three
classes of expenditures, they are considered a separate consuming unit, and
are not grouped W th the primary consumng unit for further survey purposes.
Whether this set of criteria provides an adequate definition of the consum ng
unit is not established. In certain cases, individuals who do not reside in
the househol d (col | ege students and elderly parents in nursing homes, for
I nstance) should probably be included in the basic consumng unit, if they
are totally dependent on the primary househol d head(s) for support, and if

1

L I f questioning reveals that they do share expenses with some other
individual in the household (not a nenber of the primary consum ng unit),
t hese individual s woul d be combined to form a second consuning unit.
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the decisions on their basic sustenance (food and shelter) are not subject to
their contrel.”

Accounting Peri od

Di sposabl e income is usually thought of as a current nmeasure. Formally, the
accounting period should correspond to the "expenditure cycle," which is to
say the periodicity with which major recurrent purchases (of nondurable goods
or services) are transacted. Unfortunately, this periodicity of purchase
differs both anong goods and anong individuals. In order to make a clear
conceptual distinction between disposable income and permanent income, it

is useful to stress that the former is thought of as using a short accounting
period. Certainly the accounting period should be no |onger than a year, and
may be as short as a week.

Conponent Definition of Disposable Personal |ncone

Incone is a primtive concept, which predates modern economics. Definitions
of disposable personal income do exist, although it is surprising how many
el enentary econonics textbooks nmanage to avoid defining it. ‘Among the defi-
nitions which are quoted nost widely are the follow ng:

the noney value of the net accretion to one's economc power
between two points of tinme. (Haig, 1921, p. 26)

Personal income may be defined as the al gebraic sumof (1) the
market value of rights exercised in consunption and (2) the
change in the value of the store of property rights between

t he beginning and end of the period in question. (Sinmon, 1938,
p. 50)

Income may be considered to be the maxi numthat coul d be
consumed in a given period consistent with the maintenance
of wealth or of income potential. (Bailey,-1962, p. 270)

Unfortunately, these definitions are silent on a nunber of issues that must
be resolved in devel opi ng an operational definition of personal incone. Al so,
they offer little guidance for dealing with the |arge nunber of specific
issues that arise in attenpting to neasure the components of incone such as
problens in valuing in-kind sources of income
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The definition of personal incone for a consuming unit which is pre-
sented in Tabie 2-1 differs in some details fromthe definition of

aggregate personal incone presented in Chapter 6. These differences
arise chiefly fromattenpts nade by the Bureau of Econom ¢ Analysis to
broaden the personal income concept by including certain non-market
transactions.

For nost units, personal incone till consist primarily of earnings received
in the formof cash. Thus all forms of cash caupensation of enployees
(wages, salaries, tips, bonuses, etc.), as well as the net incone of self-
enpl oyed proprietors and famers, form the base of personal income. To
this must be added all cash transfers from any source outside the consum
ing unit, which includes assistance from government, gifts, bequests, incone
froma trust, alinony and child support paynents

Al'so included is cash income from the assets owned or controlled by the
recipient unit. Thus interest, dividends, royalties, realized capital gains
fromthe sale of property (less |osses), receipts froma pension or annuity,
and interest included in proceeds fromlife insurance (owned by the consum ng

unit) al.1 contribute to expansion of the budget constraint determning poten-
tial expenditure.

During any period, the consumng unit may (and often does) choose to spend
nore than its "inconme," It is free to finance the excess by liquidating a
portion of its assets or by incurring a liability. In either case, it
reduces its wealth. Certain of the transactions discussed above will or will
not be considered income within the accounting period, depending on whether
the accounting systemis based on an accretion or a realization basis (i.e.

whet her accrual or cash accounting is used. The discussion above inplicitly
adopts a cash accounting basis. Under the alternative accrual accounting
system such transactions as the surrender of a life insurance policy for
cash would not be an event affecting income in the current period, since the
gain associated with the interest inplicitly reflected in the increase of
cash val ue over and above prem um payments woul d have been recognized in
incone as it accrued. Sinilarly, the receipt of a pension to which the
consumng unit is legally entitled would not be considered incone, i.e .,
"gain , * since the gain would have been previously reflected in incone each
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= TABLE 2-1

DI SPCSABLE PERSONAL | NCOMVE
UN'T OF ANALYSIS: CONSUM NG UNIT
ACCOUNTI NG PERI CD:  ANNUAL

| NCOVE

A. Labor I ncone

Al Gvilian Wages

A2 Gvilian Salaries

A3 Tips and Gatuities

A4 Honoraria and Awards

AS Sick Pay

A 6 WN Payment s

A7 Active Mlitary Pay--Nonhazardous
A8 Active Military Pay- - Hazardous Duty
A9 Mlitary Reserve Pay

B. Busi ness | ncone

B.1l Net |ncome frem Business Proprietorship
B.2 Net Income from Business Partnership
B.3 Net Inceme from Farm Proprietorship
8.4 Net Inconme from Faxm Partnership

B.6 Ganbling Wnnings or Losses

c. Property Income

c.1 | nt er est -

c.2 Di vi dends

c.3 Net Incone from Rental Property

c.4 Royal ties

c.5 Real i zed Capital Gains or Losses

c.9 Receipts from Private Pension Plan
c.lo Receipts from Public Pension Plan
1 I ncone froma Trust

D. Public Cash Transfer Payments

D.1 Social Security Retirenment Benefits
D.2 Social Security Disability Benefits
0.3 Soci al Security Survivor's Benefits
.4 Railroad Retirement Benefits

D.5 Unenpl oynent  Benefits

D. 6 Workmen's Conpensation Payments

D.7 Veteran's Disability Pension--Service Connect ed
D.8 Veteran's Disability Pension--Nonservice Connected
D.9 Pension for Survivors of Veterans
D.10 Veteran's Educational Benefits

D.11 Aid to Famlies with Dependent Children
D. 12 Suppl enental Security |ncone

D. 13 Ceneral Assistance

D. 14 Qther Public Assistance
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DI SPCSABLE PERSONAL | NCOVE
o

Public In-kind Transfers

None

Private Transfers in Cash and in Kind

Alinony and Child Support Receipts
Gfts (In Cash)

Bequests (In cash)

Damages (Net of Associated Costs)
Schol arships and Fel | owshi ps

Prizes and Awards (In Cash)

Support Provided by Qthers (In Cash)
Proceeds from Life Insurance

EXPENDI TURES

Federal Income Taxes

F.I .C A Taxes

State Incone Taxes

Local \Wage or Income Taxes
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period as the value ofaccunul ated, vested pension rights increased.
-

2.2 Mbder n Ext ensi ons of Consunption Theory

The above concept of disposable incone was accepted for a number of years.
However, around the end of Wrld War 1, new data becane avail abl e which
provi ded evidence of the defects of using current disposable incone to
explain consunption behavior. Simon Kuznets (1946) published the results

of his laborious estimation of aggregate income and consunption since 1869

In addition, survey data on individual income, consunption and wealth becane
avail able through the efforts of the Federal Reserve Board. These studies

presented three major findings which were inconpatible with the predictions
of the absolute income hypothesis.

First, Kuznets' data showed that the average propensity to consume, averaged
over long periods, had remained constant over the span of his data, notwth-
standing the enormous growh in average income which had occurred. The
absol ute income hypothesis would have predicted it to fall. Second, Kuznets
data showed that the average propensity to consume rises in recessions and
declines during expansions. Last, the survey data revealed that individuals'
average propensity to consune declines strikingly as one noves up the incone

| adder. This finding was apparently inconsistent with the first finding
above.

New t heories of consunption emerged which were consistent with the enpirica
data. O these, nost influential on future analysis of consunption were the
relative income hypothesis, the life cycle hypothesis, and the permanent

I ncone hypot hesi s.

Relative Income Hypot hesi s

The first challenge to the absolute income hypothesis came from Dorothy
Brady and Rose Friedman (19471, who suggested that the average propensity

to consune depended not on the absolute incone ofthe recipient, but on his
or her incone relative to the average income of the population. This theory
was el aborated by busenberry (1949), who suggested that the relative

* An excellent discussion of these and ot her differences occasioned by noving
froman accrual to acash basis is contained in Andrews (1974) which is dis-
cussed in "Realization Based Taxable Incone Concept," Section 4.3
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income theory might help explain certain anonalies in the consunption behav-
jor of blacks #nd whites. A every inconme |evel, blacks spent less on
average than whites of equivalent income. The relative incone hypothesis
explains this by noting that blacks' average income is |ower. Thus a black
individual with a given income has a higher relative income (conpared to his
comunity or referent group) than a white.

Applied t0 aggregate tine series data, the relative income theory has a
habit persistence interpretation. Faced with a decline in incone, consumers
attenpt to maintain their previous level of consunption, thereby increasing
their average propensity to consune. This prediction is consistent with the
second finding of Kuznets, that the APC rises during recessions and falls
during expansions.

The rel ative incone hypothesis succunbed quickly to alternative explanations
whi ch expanded the set ofexplanatory variables. Tobin (1951), for exanple,
pointed out that the saving behavior of blacks could be explained nore sinply
by their| ower weal th holdings at each incone level. Indoing so, he anti-
cipated the "life cycle hypothesis" argunent.

No operational distinction in the definition of incone was made in the rela-
tive income hypothesis. Current personal disposable incone remained the
appropriate incone variable.

Life Cyele Hypot hesis of Saving and Consunption Behavi or

An innovative concept which has influenced nodern consunption analysis is
the "life cycle hypothesis" of saving and consunption. The potential value
of the classification of an individual's life into stages (such as childhood,
maturation and famly formation, early child-bearing years, later working
life, retirement, etc.) is a concept drawn from sociol ogy (where it is
attributed to 6Glick (1947)). The inplications ofthelife cycle for econonic
behavi or were di scussed by Modigliani and Brunberg (1954), Lydal | (1955), and
Lansing and xish (1957). The contribution of these authors is to focus
attention on the process of wealth accumulation and decunul ation over the
adult stages of the l[ife cycle. At any given age, both income and wealth

Wi |l determne the desired |evel ofconsunption and saving. Thus, during
the early years of adulthood, the individual borrows in order to acquire
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assets (hones, autonobiles, furnishings) which provide consunption services.
As income incz?eases and current needs fall or remain stable, these debts are
liquidated and wealth is accunulated (chiefly in terms of claims on public
and private retirement funds). During retirement, this wealth is [iquidated
to maintain consunption levels while incone is reduced or elimnated.

More formally, the life cycle hypothesis postulates that current consunption
is afunction of lifetine income, or its current wealth equivaleat. \Méalth
is held in two forms--tangible capital assets (consumer durables and finan-
cial clainms on corporate assets) andhuman capital. (the ability to earn in-
COMe). As operationalized Dy Ando and Modigliani (1963), the hypothesis
takes the fomm

() ¢ = £(E., Et, W)

where C_ is current consumption expenditure

o

E_ IS current earnings
E_is expected future earnings

W IS current tangible wealth

This form was adopted to nmake best use of the data then available. Earnings
(E,) represent the return on current human capital. Expected earnings (Et)
are afunction of the individual's age, current earnings, educational attain-
ment, and other specific factors, such asa disabling condition. Current
weal th (w) is used in preference to current income fromassets since many
asset holdings, such as a home, do not yield a current noney return, but do
provi de consunptive services.

(230 2 4

The life cycle incomeconcept requires changes in the definition of both
incone and consunption. From consumer expenditure as normallydefi ned mnust
be subtracted any purchases of durabl e assets. These conceptual |y represent
investment in capital which yields a return in the formof services. The
val ue of these services derived from the ownership of consumer durabl es
nust, however, be added to consunption expenditures. Table 2-2 summar-
izes the data required to inplement the life cycle concept.

Tests of the theory require data on earnings, that is to say, |abor income
and business incone. Conceptual difficulties are presented by the latter
item since available data do not distinguish between that portion of the
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TABLE 2-2

LI FE cycte | NCOVE AND weaLTH CONCEPTS
UNIT OF ANALYSIS: CONSUMNG UNIT

ACCOUNTI NG PERI CD: vire TIME

INCOME

>4

Labor | ncone

Gvilian Wages

Gvilian Salaries

Tips and Gatuities

Sick Pay

Active Mlitary Pay-Nonhazardous Duty
Active Mlitary Pay-Hazardous Duty
Mlitary Reserve Pay

Busi ness | ncone

Net |ncome from Business Proprietorship
Net Income from Business Partnership
Net Inconme from Farm Proprietorship

Net |ncome from Farm Partnership

Property Income
None

Public Cash Transfer Paynents

Social Security Retirement Benefits

Social Security Disability Benefits

Social Security Survivor's Benefits

Railroad Retirement Benefits

Unenpl oyment  Benefits

worknen's Conpensation Paynents

Veteran's Disability Pensi on--Servi Cé Connected
Veteran's Disability Pension--Nonservice Connected
Pensions for Survivors of Veterans

Veteran's Educational Benefits

Aid to Families Wi th Dependent Children

Suppl enental Security Income

General Assistance

other Publ i ¢ Assi stance

Public In-kind Transfers
None
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LI FE cycLE | NCOVE AND wearte CONCEPTS

Private Transfers in Cash and In Kind

Alinony and Child Support Receipts
Gfts

Bequest s

Damages (Net of Associated Costs)
Schol arshi ps and Fel | owshi ps
Prizes and Awards

Support Provided by Qhers

T mmmT Y
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co~Nyr PLWN —

EXPENDITURES

Federal Incone Taxes
F.1.C. A Taxes

State Income Taxes

Local Wage orlncome Taxes

OO m
=
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P
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ASSETS AND LI ABILITIES

m
.

Assets

Val ue of Hone

Val ue of Hone Furnishings

Val ue of Vehicle(s)

Val ue of Business Property

Val ue of Farm or Ranch

Value of OGther Real Property
'Value of Qther Personal Property
Bonds

Securities

Checking Accounts

Savings Accounts

Cash Value of Life Insurance
Loans owed by |ndividuals
Present Value of Pension Rights
Other Amounts Due

ITITITT

MTITTmMIT W T
B e o U wWN—
I‘;hw‘;_o@m o

J. Liabilities

Mort gage Debt on Home

I nstal | rent Credit Debt

Qut standing Debt on Car Loan

Debt Secured by Business Property
Mort gage Debt-on Farm or Ranch
Mrtgage Debt on Gher Real Property
Debt to Brokers or Dealers

Personal Loan Bal ance Qutstanding
Amount Oaed to Qther Individuals
Other Amounts Payable

[ ]
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income of a self-enployed proprietor or farmer which represents a return

on his time a& talent (i.e., earnings) and that portion which represents

a return on the capital invested in his business. Cash transfer paynents
have al so been included by those who use this concept in their enpirica
work. In addition, the theory requires that information on wealth hol dings
(assets and liabilities) be available, and also requires data on life cycle
status (age, marital status, size of family) and variables which inpact
expected future earnings (education, retirement plan coverage, occupation
etc.).’

The life cycle hypothesis has proved extrenely fruitful to enpirical students
of consunption, and continues to bhe one of the two main pillars of nodern
consunption theory. Discussion of'refinements to the theory will be deferred
until after the presentation of the other min pillar: the permanent incone
hypot hesi s.

Per manent | ncone Hypot hesi s.

MIton Friedman (1957) presents a theory of consumption and saving behavior
which offers an alternative explanation of the behavioral phenomena explained
by the life cycle theory. Friedman points out that the horizon' for consunp-
tion decisions planning nmay be longer than the periodicity of inconme receipt.
(At the extreme, this is obvious, since a person does not plan his expendi-
tures for a day onthebasis of that day's incone receipts). Since nost
income data then available were annual, Friedman's criticism of current

theory may be stated that annual income is not the best predictor of annual
consunption, and that a better explanation of current consunption may be
permanent inconme. Friedman posits that current (annual) income consists of

apermanentanda transitoryconponent. Sinilarly, current consunption may
be deconposed into permanent and transitory conponents

As interpreted by enpirical studies, the transitory and pernanent conponents
of current income cannot be identified with any particular sources of incone.
Thus the difference between current and permanent incone nust lie in the
accounting period.1

1 Since the distinction between disposable income and permanent incone
lies in the accounting period, a detailed conponent description is not
present ed.
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The near simultaneous €Mer gence of two nmajor theories of consumer behavior,'
both broadly consistent with existing evidence on consunption behavior, both
rich in offering several testable predictions subject to verification or

falsification, produced a substantial literature of enpirical studies
designed to test one or the other theory, and to seek to distinguish the
"better" nmodel. Existing data were not well suited to this task, and
researchers exhibited considerable ingenuity in seeking ways to test the
hypothesis in a rigorous and defensible manner.

Mayer (1972) reviews many of these studies, as well as presenting his own
statistical findings. Mayernotes that the use ofcross-section budget data
on households to test the permanent income and |ife cycle theories of con-
sunption is difficult. In particular, both consunption and i ncome neasures
whi ch aze available are seriously at variance with the theoretical con-
structs. Two sorts of data are available: (1) saving studies such as the
survey Of Financial Characteristics of Consumers (srce) (which provides
data on saving and income, yielding consunption estimates bysubtraction

of income from saving) and (2) budget data such as the Consumer Expenditure
Survey (ces) (which provides data on consunption and income, yi el di ng
saving estimates by subtraction of consunption fromincome). The first
nethod can lead to upward bias in estimtes of income elasticity, since
nmeasurement errors in incone are also incorporated into consunption.

In addition, consunption data include purchases of durable goods, not the
val ue of services provi ded by durable assets. Saving data do not include
accrued gains on stocks and real property, which is also excluded from re-
ported income. Income data typically include receipts from pensions and
life insurance policies,but excl ude interest accruing on life insurance
policies and al | forms of employer conpensation other than cash wages and
sal ari es.

An early test of the permanent inconme theory was presented by Ronald Bodkin
(1959). A windfall (an unexpected receipt of incone) represents transitory
income inits purest form it should therefore not be reflected incurrent
consunption. Bird and Bodkin (1965) and kreinin (1961) al so presented
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evidence on the behavior offamlies which received a windfall income--a
veteran's instfance dividend and restitution paynents by the German govern-
ment to Israelis, respectively. These findings offer mxed results.
Kreinin, in particular, found substantial spending for ordinary consunption
items (not durable goods) out of the windfall income. These results cast
doubt on the life cycle income hypothesis as well as the permanent income
hypothesis.  Although windfall income adds to wealth, the established pro-
pensity to spend fromwealth is extrenely low (0.02-0.04 by nost studies);

therefore nost windfall income would be predicted to be saved.

A second strong prediction of the permanent income hypothesis is that the
elasticity of consunption with respect to permanent inconme is unity (i.e.,
that increases in permanent incone |ead to equiproportionate increases in
consunption). Wile aggregate studies yielded some support for this propo-
sition, Friend and Rravis (1957) found that the elasticity varied with the
average incone of the occupational group t 0 which the househol d head

bel onged. Friend and tauman (1966) have suggested the substitution of the
concept of normal income (a weighted average of current and past incone)
for permanent income. Their proposal amounts t0 a sinple extension of the
accounting period forincome, wthout making any assumptions concerning
the theoretical properties oftransitory and normal (permanent) income.

2. 3 Inpact of Wealth on Consunption

A major focus of many students of consuner behavior has been the inpact of
weal th on consunption. Wile nany of these studies represent explicit tests
of the life cycle hypothesis, others predate the theory and deal more gen-
erally with the influence of wealth.

Studies of the Inpact of Total wealth (Net Wrth)

Evans (1967) examined many different specifications of the consunption
function with wealth included. He found mxed results for aggregate tinme
series data fromthe National Accounts, with wealth inportant in long run
studies which include pre-World War If data, but not in the post-war period.
Using data onindividual famlies from the Survey of Finance Characteristics
of Consunmers, Projector (1968) found that net worth affects consunption,

but not in a manner entirely consistent with the life cycle theory. She
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found the fraction ofnet worth spent for consunption was hi ghest for fame:
ilies in the 35-¢4 age group. The life cycle theory suggests that the frac-
tion would increase nonotonically with age of household head. ando and

Modi gl i ani (1963), as well as Projector, find the coefficient on wealth

to be small.

2.4 Al ocation of saving Anong Financial and Real Assets

Theories of consunption are concerned primarily with the allocation of total

i ncome between saving and consunption. A related question which has occupied
much professional attention is the allocation of saving among financial and
real assets. This decision may be characterized as choosing to hold wealth
in the formof money, other financial assets, and real assets.

Friend and Schor (1959) presented inportant evidence on this question based
on the 1950 survey of Consumer Expenditures. A nore recent study by Crockett
and Friend (1967) based on the Survey of Financial Characteristics of Con-
sumers found that the long run income elasticity of net worth and the short
run income elasticity of saving are substantially greater than one.

Initial wealth and age seened to be the prime determinants of current wealth

with i ncome playing a secondary role. Mre conplete data from the same sur-
vey led Projector and Weiss (1966) tO the same concl usion. Rasche (1972)
tested the saving function of the life cycle hypothesis, explicitly including
the age and expected lifetinme of adult famly nmenbers, using SFCC data. H's
findings supported the Ando-Modigliani results.

Studies of the Demand for Money

The financial literature is filled with studies which use income to explain
the demand for noney. Excellent sumaries exist in the article by Meltzer
(1963) , Cagan's nonogr aph (cagan, 1965), and the textbook by rLaidler (1969).
Most studies have adopted the permanent incone concept as appropriate.
*raidler concludes that the demand for noney is affected by nostly short-
termrates of interest and by wealth (orpermanent incone) rather than
current inconme." (Ferber, 1973, p. 1320)

For exanpl es of sane innovative current work onthe demand for noney, see
the article by Goldfeld (1973), and Karni's (1973) attenpt to incorporate
the value of tine into Baumol's (1952) i nventory nodel of money demand.
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Rel ation of personal and Institutional Saving

In recent years, MS. Feldstein and others have contributed to the under-
standing of the inpact of institutional saving on personal saving and
investment. Institutional savings means the accumulation of wealth through
(1) earnings retained and reinvested by corporations; (2) private pension
and retirement plan contributions by enployers and enpl oyees; and (3) accrual
of benefit rights in public retirement systens (Social Security, federal and
state governnent retirement systems). It was not widely appreciated that
the significant growth in institutional saving (which is not included in
personal disposable incone) should be expected to have a significant dis-
placenent effect on private saving out of current incone. Feldstein (1973)
di scusses this effect, and the tax incentives which favor institutional over
personal saving. The argument is tested empirically by Feldstein and rane
(1973). The inpact of the Social Security System is examined in Feldstein
(1974). Aicia munnell (1974) discusses the inpact of Social Security on
personal Saving. A nore recent study by Munnell (1976) presents evidence

on the relationship of private pension rights on personal savings. Al of
these studies, and other ongoing work in this area, are summarized and com--
mented on by Feldstein (1976).

These studies, as well as othersby Darby (1972) and Diewart (1974), indicate
the major interest in pursuing studies of the allocation of savings. Oten
data sources will provide nost but not all of the data required. To sum
marize the major criticisnms voiced by those trying to enpirically test
theories of savings, an ideal data base would contain data needed to con-
struct disposable incone (labor incone, business income, property incone,
transfer income, and taxes paid), aggregate consunption of nondurable

goods and services, purchases of specific durable goods (homes, cars, fur-
niture, and appliances), saving data (accumulation of |iquid assets such as
bank and saving deposits, stecksandbonds, etc.), and denpbgraphic data on
family size and canpositon, education, and occupation of adults. Partic-
ular attention should be paid to the collection of data often omtted from
a survey, such as enployer and enployee contributions to a pension plan,
realized and unrealized capital gains, and accrued interest in life in-
surance policies.
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2.5 Dynam ¢ Mbdel s of Consuner Behavi or -
v

The lag in response of consunption to incone changes has been anong the
paramount questions for aggregate consunption studies. This is most °
true for studies of the demand for individual itenms orclasses of con-
sunption and in particular for durable goods. Econonetric nodel s have de-
vel oped increasing elaborate formulations of the lag structure in an at-

tenpt to inprove forecasting accuracy (see Giliches (1967) for a survey
of distributed lag nodels).

Habit persistance Mbdel s

Brown (1952) introduced the concept of the habit persistance nodel, and
stressed its role in reconciling differences between short run (tine series)
and long run (cross section) propensities to spend as income varied. An
el egant presentation of the habit persistance model is found in Pollak
(1970). Pollak argues that there are three reasons why long and short run
demand functions mght differ:

(1) fixed conmitments by consuner that prevent adjustnent

of consunption; (2) consumer ignorance as to consunption

possibilities or tastes; and (3) goods nay be "habit-

formng" so that an individual's current preferences

depend) on his past consunption patterns. (Pollak, 1970,
p. 745

In the habit persistance nodel , current consunption is a positive function
of income and past consunption of the good or service, and a negative func-
tion of past consunption of all other goods. Such a specification has
proved successful in the prediction of consumption of many types of perish-
abl e goods and services.

Stock Adjustnent Mdel

As nentioned above, the purchase of a car, a honme, or major appliances and
furniture is not consunption, but rather investnent in an asset which will
yield consumable services in the future. It is not surprising, then, that
stock adjustnment nodels, originally developed in the theory ofcorporate
capital investnent, have proved val uabl e in the expl anation of spending for
consuner durables. Thestock adjustment nodel posits a desired stock of the
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good in question, which is a function of income and othertaste variables.
Actual spending“then iS a fraction of the difference between desired and
actual stock. The higher the fraction, the nore rapid the adjustnent to
desired stock. These nodels have found their greatest success in predicting
automobi | e sales, but have also been used for nunerous other durable goods.

Dynamic Demand Model

Bal estra and Nerlove (1967) in their study of the natural gas market intro-
duce a new dynam c structure. They postulate that the d-d for gas is
extrenely price inelastic in the short run because the stock of gas usi ng
appliances is fixed. The stock was determ ned based on an expectation of
current price. These expectations, in turn, depend on the history of past
prices. The conbination of the demand function and price expectation func-
tion generates a dynamc demand function, where current consunption depends
on past prices and consunption.

Hout hakker and Taylor (1970) estimted demand functions for almost one
hundred categories of consumer spending. Their specification conbined the
habit persistance and stock adjustment theories, allowing the estimtion to
resolve the nodel for each specific good or services.

The above studies have chiefly been performed on tinme series data, because
adequate data for individual units have been unavailable. |f a survey data
Is to be used to estimate a dynamc nodel, it should be longitudinal. Sey-
eral years worth of observations on consunption nay be required to ade-
quately estimate the response pattern. In addition, asset data which can
support the measurement of the initial stock of each durable item (cars,
houses, etc) must be collected.

2.6 Ext ensi ons of Consuner Demand Theory: Current and Future Trends

To date, nost students of consumer behavi or have been forced to accept

the conventional definitions of personal consunption expenditure, personal
di sposabl e incone, and personal saving. Debate has centered on the appro-
priate horizon of neasurenent (annual inconme versus pernanent income versus
life cycle incone). Little attention has been focused on the appropriate
definition of thespending unit. The growi ng inportance offinancial inter-
medi ari es and governnent indetermning both savingand consunption (see
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Feldstein abovs on saving and the discussion of in-kind transfers in Chapter
4), may require nodification of the definition of incone, consunption, and
savi ng.

I ncreasingly, consunption studies will be forced to recognize the role of
time in consuner behavior. This has two dimensions: first, the spending
unit must allocate both incone andtineto satisfy its wants andneeds.

As time becomes nore val uabl e through grewth in per capita earnings', goods
may be substituted for time (Becker, 1965). Secondly, all consunption rep-
resents the conbination of goods and tinme inputs to supply consunption ser-
vices (Lancaster, 1971). This work has nmjor inplications for the study of
home production and is discussed in the next chapter.

2.7 Summary: Data Requirements i N the Area of Consunption and
Saving_Behavi o

The concept of incone used in consunption studies has evolved froma sinple
current cash incone concept which is neasured after taxes toward a focus on
the allocation of consunption and saving over the lifetinme of the recipient
unit. Thus the major thrust of workinthis area has been to extend the

accounting period for incone. Theoretical concern has focused on the appro-
priate means to integrate the influence of current inconme and wealth on cene

sumption. Efforts to broaden the inceme concept by including nore sources
of income which have energed in other analytic areas have found little accep- -
tance i n consunption studies.

The majority of enpirical studies of consunption behavior have been based g
aggregate time series data from the National Income and Product Accounts.

The most i nportant source of individual cross section data on consunption and
saving i S the Consumer Expenditure Survey, the only conprehensive source of
data on outlays for individual items of consunption'by consumng units. The
Surveys of Consumer Finances, Survey of Financial Characteristics of Consuners
and other scattered savings studies do provide a basis for estimating total

consunption or saving behavior, but do not attenpt to include data on all
I ndi vi dual consunption categories.

Oritics of these studies have focused on deficiencies of the income concept
- which involve (a) omtted transactions, (b) accounting periods, and {c) inap-
propriate unit of analysis. Often noted is the failure to measure both
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realized and accrued capital gains. Purchases of consumer durables are often
included in cofsumption; what is actually needed is data on stocks of durable
assets, including date of purchase and estimates of their depreciated val ue,
from which estimtes of the flow of services fromthe assets may be caleu-

| at ed.

Budget studies are so expensive that they rarely span multiyear peri ods.

Anal ysts recognize that one or two years of income data are insufficient to
accurately measure permanent income, and attenpt tocorrectstatistically
for the error of neasurement thus generated. Ideally, survey efforts would
follow the same panel for five to ten years; however, the two recent studies
which do so, the Panel Study of Income Dynamcs and the National Longitudina
Survey, are oflimted use for consunption studies due to the failure to
neasure many categories of consunption expenditures

The Consunmer Expenditure Survey makes a serious attenpt to define a consum ng
unit appropriately. It carefully notes the conposition of the unit over the
survey periecd, and adjusts income and consunption data for individuals who
enter or leave the unit. This procedure should certainly be used in future
survey efforts; in addition, nmore attention should be paid to individuals
outside the survey household (ex-spouses, children in college, elderly parents.
in resthones, etc.) whose welfare and spending decisions may be inter-
connected to the analytic unit.

Not yet to be found in existing surveys are the data needed to investigate
the technol ogy of production of home services. Existing consunption studies
measure purchases of goods which are actually inputs to the process ofpro-
ducing consunptive services. This is true not only of durable goods, but

of nost non-durable goods . . The data needed to support such a study are dis-
cussed in Section 3.6.
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